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From Dictatorship to Democracy

The Business-State Nexus in Chile’s Economic
Transformation, 1975-1994

Eduardo Silva

Since the end of the 1980s there has been a growing consensus among
policymakers that economic stabilization, privatization, liberalized markets, and
an export-oriented economy are the keys to economic revitalization in Latin
America. This consensus emerged from the resolution of two heated debates: the
role of the state in capitalist, developing economies and the merits of inward versus
outward oriented development models. Policy prescriptions now emphasize a
retreat from the state’s traditional developmental role in favor of market signals for
the efficient assignation of resources among private actors in open, export-oriented
economies. The state’s main function should be to create and maintain the
institutional setting and procedural rules that allow markets to function efficiently,
such as those that produce fiscal and monetary stability, predictable foreign
exchange rates, the definition of property rights, nonpredatory rules of
competition, and basic rules for managing labor relations.! Above all, it should
refrain from engaging in industrial policy, public enterprise, and countercyclical
policies. On the strength of these prescriptions the ravaged economies of
Argentina, Bolivia, and Mexico have recovered a measure of stability in the early
1990s.

Chile has served as a model for these, and other, countries because it blazed the
trail in the mid 1970s and 1980s. After serious setbacks, it developed a stable and
robust open market economy in the second half of the 1980s, a time when the
economies of many Latin American countries were rapidly deteriorating. Not
surprisingly, policymakers now look to Chile’s experience for suggestions
regarding the right mix of policy instruments, their sequencing, and the timing
required for successful neoliberal economic restructuring.

This paper argues that analyses of the Chilean case have overlooked an important
aspect of its economic restructuring process that has broad comparative
implications for Latin America and elsewhere. Most studies conclude that a strong
dictatorial state and a cohesive group of technocrats sufficed to craft and implement
successful reforms. However, there was a closer interaction between policymakers
and business groups than is generally asserted.? Shifts in the structure of this
interaction and changes in the composition of the business groups and
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policymakers involved are necessary factors in explaining Chile’s economic
transformation. A comparison across three policy periods in Chile—two during the
dictatorship and one in the contemporary democratic period—shows that, among
other factors, the initial form of interaction between business and the state had
negative impacts for investment and production. Subsequent forms were more
beneficial. The form of the relationship had differential impacts on business
confidence, which contributed to investment and production decisions and affected
the quality of economic growth.

To the extent that Chile serves as a model for other countries, these findings have
significant comparative implications. First, Chile suggests that an excessive degree
of state autonomy may be dysfunctional for economic liberalization. Isolation is
not necessarily conducive to good policy. Second, it offers some hypotheses with
respect to how different forms of interaction between policymakers and business
groups affect investment and production and hence the outcome of economic
liberalization. Finally, it highlights the importance of the business-state nexus,
which the literature has largely ignored. By no means do I wish to imply that other
factors, such as the degree of financial controls or policy failure and learning, are
insignificant. However, they have been amply treated elsewhere.?

The State-Business Nexus and Economic Policymaking

The extent of state involvement in society lies at the heart of debates over economic
development. Beginning in the 1930s, modernizing political elites, bolstered by
theory, sought to build developmental states: states that played a strong role in
shaping economic development.# In Latin America, international shocks, market
failures, and the timing of industrialization led to the adoption of an economic
development strategy of import substitution industrialization (ISI). Given the
paucity of private domestic savings, the strategy also stressed the state’s role as a
source of investment and the introduction of increasing market regulations in
response to emerging bottlenecks.

Criticizing the economic inefficiencies caused by market distortions and the
politicization of public bureaucracies, a (neo)liberal approach to the relationship
between the state and the economy stressed market allocation of resources. In this
view, the hypertrophy of the state was one of the main problems. Its industrial
policies and exaggerated protectionism distorted markets and inhibited investment;
public enterprise crowded out private initiative. Moreover, it was inefficient and
corrupt and fueled fiscal deficits that fed inflation; financial markets were stunted.
The solution stressed monetarist policies to stabilize the economy and to control
fiscal spending and inflation, as well as open, export-oriented economies,
privatization, the creation of private financial markets, and strict discipline with
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respect to fiscal outlays. All these policies implied a dramatic retreat of the state
from its direct involvement in the economy, as well as a drastic reduction in the
size of the public sector.®

Historically, both the “statist” and the “market” sides of the debate emphasized
policy prescriptions that concentrated almost exclusively on the proper functions of
the state for healthy economic development. Moreover, depending on the period,
after either the statist or the market forces had “won,” policy debates focused on
the design of the correct policy instruments and the fine tuning of the sequence and
timing of their introduction. Discussions and analyses rarely, if ever, considered
the promotion of interaction between state actors and the private sector to be an
important condition for the success of their projects. To the contrary, both sides
thought that the two should be kept apart. From the statist point of view, domestic
capitalists are a stunted, backward class, incapable of carrying out economic
modernization on their own.” From the market perspective, bureaucrats do not
understand markets and inhibit private initiative, without which there can be no
rapid, sustained development.’

These views, however, obscure the fact that in both market and mixed
economies good policy design by itself does not necessarily lead to optimal results.
Much depends on how businessmen react to the signals government officials send:
whether they invest and what they invest in.® In some measure the result hinges on
the quality of the relationship between businessmen and state officials. Where it is
mired in bitter antagonism, no policy design, no matter how correct, will elicit the
desired response from capitalists. By the same token, if the relationship is too cozy,
it may degenerate into collusion and an inefficient allocation of scarce resources
through corruption.!© The relationship between businessmen and state officials is
crucial for investment and production because, among other factors, it influences
the private sector’s confidence to commit resources. Business elite participation in
the agenda setting, formulation, and implementation stages of the policy process
enhances its belief that the policies will actually work. That is, to the degree to
which business is involved in the policy process, it will trust that solutions to
thorny policy problems will be reasonable.

This argument reveals that, although neoclassical economists in reality pay
attention to the question of investor confidence, they conceive it too narrowly. In
their view, the maintenance of sectorally neutral policy instruments over time and,
for monetarists, an emphasis on economic management through monetary
manipulation alone will stimulate investor confidence. This conceptualization,
however, still privileges technocratic roles isolated from the wider social context.
As long as economic policymakers send the right market signals, they will be able
to stimulate investor confidence in a country’s economic future. Collaboration
between the policymakers and the private sector is not necessary; indeed, it may be
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detrimental. Thus, we are back full circle, and the problems pointed out earlier
with this position still apply.

More recently, analyses of Latin American political economy have begun to
recognize the importance of the issue of the business-state nexus in a general way.
For example, Stephan Haggard and Robert Kaufman have noted that market-
oriented economic restructuring seems to have better results when the private sector
is consulted on policy changes, as was the case in Mexico and Argentina.'! Ben
Ross Schneider has examined patterns of elite circulation between the bureaucracy
and private sector.!? By the same token, Rosemary Thorp concluded that close
interaction between business groups and policymakers contributed to consistent and
effective policy solutions in Colombia, whereas their absence was a factor in policy
instability in Peru.!3

These studies suggest a need for a sharper focus on how, among other factors,
different forms of business-state interaction encourage or inhibit investment in
production. Closer attention should be paid to the characteristics of business
organization, both associations and firms, on the one hand, and state institutions,
on the other. Greater concern for the interaction between them in the policy
process, whether personalist or institutionally based, may also be needed. These
factors seem important for the construction of what Peter Evans calls “embedded
autonomy.”'* For development policies to be effective, state institutions and their
officials must possess certain characteristics to avoid undue influence by
particularistic influences in the policy process, beginning with the setting of
development goals. Yet, if they are too isolated from businessmen, they are likely
to err in policy design, and the expected investment by business to implement the
policies may not be forthcoming. In other words, dense networks of
communication with the private sector provide important information on what
policies capitalists are likely to find workable. In short, relatively insulated state
economic policymakers are “embedded” in a web of connections with capitalists.
Bureaucrats set policy formulation, but consultation or collaboration with
capitalists in policy formulation and implementation also occurs. Consultation or
collaboration improves policy design and boosts investor confidence. State
economic policymakers watch over the general interests of the economy, while
businessmen provide operational knowledge of likely policy effects.

In terms of institutional arrangements, Chile suggests that a tight, hierarchical
state structure and encompassing business peak associations are functional for
investment-inducing interaction between large-scale capital and policymakers. A
well-ordered hierarchy among ministries contributes to coherence in the policy
process because it controls the delegation of authority from a lead ministry to
others. The lead ministry, in Chile the ministry of finance and the central bank, acts
as a gatekeeper. A hierarchical system of ministerial authority also reduces the
“porosity” of state institutions to particularistic interests. Effective levels of
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influence over policymaking, particularly in agenda setting and policy formulation,
are more tightly circumscribed. By the same token, encompassing peak
associations backed by the nation’s leading business concerns provide an arena for
aggregating the interests of large-scale capital and forming business policy
coalitions that participate in the agenda setting, formulation, and implementation
stages of the policy process. This function is particularly important during periods
when a nation is designing a comprehensive policy of economic restructuring to
overcome a deep economic crisis. Once the basic policy outlines are set, their
participation in agenda setting may not be necessary, as evidenced by Patricio
Aylwin’s administration’s decisions to raise taxes on business and revise the labor
code. It consulted with business organizations in policy formulation in order to
assure smooth and effective policy implementation.

Among other factors, the interaction between business and state officials
contributes to investment in production through a dual process that builds
confidence that policy will address the needs of the economy and of the firms in
various economic sectors.!> Since 1984, with access to the policy process, Chilean
businessmen have felt confident that solutions to national economic problems
would not be at the expense of their interests. Policymakers have benefited in
policy design. They get a much better idea of how business elites will react to a
policy, as during Chile’s last seven years of military government. Such interaction
has also helped smooth a potentially conflictual relationship during the new
democratic period between business and the political opposition to the dictatorship
which it once vilified but that now governs.

Chile also offers an interesting contrast with newly industrializing countries in
East Asia with respect to the characteristics of bureaucracy necessary for a fruitful
relationship between business and the state. Recent studies of East Asia strongly
drive the research agenda on the connection between state officials and business. !¢
Peter Evans, Alice Amsden, Frederic Deyo, and Robert Wade, among others, have
all noted that a close relationship between state officials and business was a key
element in rapid growth.!” They had a keen interest in showing that the
developmental state was not by definition dysfunctional, as neoliberal theory
argued.

The Chilean “model,” although different from East Asia, suggests that the basic
idea of “embedded autonomy” also applies to countries that are dismantling
developmental states and replacing them with liberal ones. Interaction between
policymakers and capitalists in processes of neoliberal transformation are important
for investment and production and thus ultimately for the quality of economic
growth. It is particularly important for countries like Argentina and Mexico that are
grappling with the problem of how to induce their own private sectors to invest in
production rather than to rely so much on volatile international financial flows for
their stabilization programs. '8
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The Business-State Nexus in Chile, 1975-1994

Three periods of Chilean political and economic history will be compared with
respect to the forms of interaction between business and the state. How did they,
among other factors, contribute to patterns of investment and production? This
internal comparison sharpens the focus on these factors because it controls for
general background variables. For example, the contrast between the radical
neoliberal policy period (1975-82) and the pragmatic neoliberal phase (1983-89)
brings into sharp relief the significance of shifts in business-state relations for
investment and production. Both policy periods took place within the same
political regime, the military government of Augusto Pinochet. The final policy
period (1990-94) highlights the importance of key elements of continuity in
business-state relations in the transition from dictatorship to democracy. These
continuities clearly moderated what might have become a conflictual relationship
between long-repressed political elites and a business community that, for
historical reasons, was highly suspicious of their intentions.

Business-State Networks under Radical Neoliberalism, 1975-82 After the
overthrow of socialist Salvador Allende in 1973, Chile’s military government
implemented a neoclassical economic restructuring program in which policymakers
replaced the instruments of state intervention with the market. These policymakers
believed that markets allocated resources far more efficiently than bureaucrats and
that markets disciplined economic agents to become more productive. They also
assumed that neutral, across-the-board policy instruments worked better than
industrial policy and discretionary state powers.!® This neoliberal economic
restructuring took place over three distinct policy periods in authoritarian Chile:
gradual, radical, and pragmatic.2° Due to space constraints the first, gradual period
will not be examined. For the same reason, discussion of nuances and the role of
other factors must be sharply limited.

Between 1975 and 1982 Chile experimented with radical neoliberal policies in
the construction of a liberal economy and society. These policies included
draconian economic stabilization programs (shock therapy) and the rapid, thorough
liberalization of capital markets, prices, and trade with little regard for their effects
on industrial and agricultural sectors that had difficulty adjusting. The introduction
of a fixed exchange rate in 1979 became the centerpiece of a system of automatic
economic adjustment, after which the top policymakers believed that their main
role would be to act as gatekeepers against interest groups that wanted to change
the rules of the game.2! Market logic also informed social policy in the new labor
code and the privatization of health insurance and pensions.?2 It was believed that
unwavering adherence to policies would eventually induce investor confidence in
the economy by reducing risk to businessmen.

304

This content downloaded from 130.15.241.167 on Tue, 12 Jan 2016 00:52:40 UTC
All use subject to JSTOR Terms and Conditions



http://www.jstor.org/page/info/about/policies/terms.jsp

Eduardo Silva

Yet these policies did not do much to stimulate investment in productive
enterprises despite the fact that between 1977 and 1981 Chile experienced an
unprecedented influx of foreign savings. For example, Chile’s external debt rose
from 5.8 to 15.7 billion dollars, and the share going to private debtors increased
from 22 to 64 percent.?* Yet during the best year, 1981, investment rose to only
19.5 percent of GDP, not quite the 20 percent average of the 1960s.2* Meanwhile,
industry’s share of GDP declined from 24.6 percent in 1970 to 21 percent in 1981.
An index of industrial production (1980=100) showed that at 94.4 in 1979 it
barely surpassed the 1970 level of 90.5. During the same years, the share of
agriculture dropped from 8.2 to 7.5 percent, while the commercial and service
sector, especially financial services, expanded.?S By the same token, imports rose
sharply, especially in finished and intermediate industrial goods.?® Most telling,
nonmineral export performance was also not stellar, further reflecting a relative
lack of investment.?’

After 1979, in a period of high international liquidity, the fixed exchange rate
(which made the dollar very cheap) along with rules that stimulated dollar
indebtedness encouraged financial speculation, commercial exchange, and real
estate over productive investment, although for a brief period Chile’s economy
boomed. In 1982, however, Chile’s unregulated and immature markets broke
down. A deep economic depression engulfed the nation as GDP shrank by 14
percent in 1982, the financial system collapsed in 1983, the largest conglomerates
were broken up when their holding companies went under, and unemployment
climbed to 25 percent and eventually to over 30 percent of the work force.?®
Investment plunged to 12.9 percent of GDP in 1983, even as the public share
climbed from 26 percent in 1981 to 37 percent. The industrial production index
plummeted from 100 in 1980 and 1981 to 85 in 1982.2°

A substantial literature covers the economic reasons for this economic debacle. It
focuses heavily on mistakes in the use of specific policy instruments, such as the
combination of a lack of financial controls with an overvalued currency.3¢
However, the structure of interaction between policymakers and top capitalists also
affected the outcome. The evidence suggests that damaging policies may result
when a highly autonomous state overinsulates ideologically rigid technocrats with
organic links to a narrow range of business interests operating outside the confines
of business peak associations. These characteristics can lead to harmful policies,
policies too skewed for healthy economic growth that, in Chile at least, ended in
economic disaster. The contrast to investment and growth patterns in the following
policy period, within the same military government but with a different system of
collaboration between business and policymakers, is instructive: productive
investment as a percentage of GDP increased steadily.

What were the characteristics of the system of interaction between the public and
private sectors between 1975 and 1982, and how did it contribute to economic
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problems? To begin with, a highly autonomous state —Pinochet’s system of one
man rule—insulated key policymakers from virtually all pressure groups.3! By
giving his ministers unconditional backing in the context of a highly repressive
authoritarian regime, he shielded them from reaction to their unpopular economic
policies. The military government also concentrated economic decision making in
government financial institutions, the ministry of finance and the central bank, thus
further reducing points of access for business interest groups. It also diminished the
capacity of other ministries to contest the decisions of key policymakers and made
it virtually impossible for ministers to use their locus of authority as a springboard
to create clientelistic followings.

The characteristics of the economic policymakers themselves were also
significant. They were not elite career bureaucrats in a meritocratic system, as they
tend to be in the more successful dirigiste or developmental states. Instead, they
were a cohesive team of highly ideological technocrats from civil society schooled
in neoclassical economics—the so-called Chicago boys because many had studied
at the University of Chicago in the 1960s.?2 Given their training, they possessed a
distinctive and rigid vision of policy goals and instruments. In the context of a
highly autonomous state, this inflexible, ideological textbook approach led to
economic restructuring policies that showed no mercy for threatened economic
sectors and emphasized financial intermediation and real estate over investment in
production.3?

Many of the key Chicago boys were linked to a narrow range of new
internationalist conglomerates that tended to concentrate their holdings in financial
intermediation, trading firms, and companies that were import competitive.3*
Between 1974 and 1978 the two largest, Cruzat Larrain and BHC, gained control
of over 37 percent of the assets of the 250 largest Chilean firms. By contrast, the
next two largest, Matte and Luksic, controlled just 12 percent. Moreover, by the
end of 1977 Cruzat-Larrain and BHC alone controlled 40 percent of private sector
banking assets and almost 30 percent of financiera credit.33

Key economic ministries and institutions, such as finance (top of the hierarchy),
economy, the central bank, and the budget office, were headed by men who had
close ties to the Cruzat-Larrain, BHC, and Edwards conglomerates. These linkages
gave the top directors of these internationalist conglomerates, especially
Cruzat-Larrain, privileged access to policymakers.3¢ This access allowed them to
discuss policy reforms with the policymakers.3’

In short, the directors of these internationalist conglomerates participated in
setting the policy agenda and in policy formulation. This participation gave them
insider information regarding key decisions, such as the timing and characteristics
of financial liberalization policies. With access to international credit in a country
starved for capital, this knowledge allowed them to set up financial intermediation
firms before other, more traditional economic groups. They were thus able to buy
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public assets that were being privatized before them. In other words, the privileged
access of conglomerate executives in the policy formulation stage helped them to
play a vital role in policy implementation as well. Their aggressive strategy of
corporate expansion at the expense of more traditional business groups promoted
the rapid growth of economic sectors in which Chile had comparative advantages,
which in turn led policymakers to believe that rapid growth and drastic market
economic restructuring could go hand in hand. The “right breed” of new
entrepreneurs was responding aggressively to the new policies. As soon as the rest
followed their example, all would be well.

Ultimately, however, the activities of the new conglomerates were damaging to
economic stability because they based their phenomenal expansion on highly
leveraged buyouts and because they emphasized profiting from financial
intermediation and real estate over investment in production. The conglomerates
were organized around flagship industrial firms and financial institutions that
captured the lion’s share of domestic and international savings. A substantial
amount of the savings they captured financed their own acquisitions policy as well
as operating costs.?® These tactics worked as long as there were no major
shrinkages in international liquidity and as long as international interest rates
remained reasonably low.3* When these conditions changed after 1980, economic
disaster struck Chile. Studies have shown that overindebtedness was the major
reason for the wave of bankruptcies that swept Chile in the early 1980s.4°

The increase in international interest rates and the fall of loanable funds to Latin
America hit the new, aggressive financial conglomerates hard. Because they had
built their expansion on debt, they had to capture an even higher proportion of
available credit to keep from going under in the early 1980s. As a result, they
began to drive up interest rates even more in an effort to crowd out competing
borrowers and made it impossible for policymakers to control rates. Meanwhile, in
the rest of the economy firms began to go under as interest rates climbed beyond
what they could afford. The financial institutions of the larger conglomerates were
no longer solvent either, but they kept on borrowing from themselves to stay afloat
as they crowded others out of the credit markets that they controlled. The
government finally put them into receivership in early 1983.4! In one fell swoop
the military regime unwittingly found itself in control of a large portion of Chile’s
largest and heavily debt-strapped companies, as the nation’s financial sector
collapsed.

In addition to contributing to policy design, the system of interaction between
business and the state during this policy period affected investment patterns
because of differentials in the level of confidence about the business climate among
business groups. It infused some groups with confidence in the future and left
others confused and disoriented. Businessmen connected to the conglomerates with
access to the policymaking process had insider knowledge and thus confidence (but
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not certainty) that they could gain a competitive edge over more established
Chilean business groups.

The more traditional, established conglomerates and the leaders of the business
associations, however, did not follow suit. They were not in the loop. They did not
know the direction policy would take. They reacted to policy decisions with
caution and uncertainty, often to find themselves at a competitive disadvantage to
the new conglomerates that bought up their assets whenever possible. Some,
particularly traditional landowners, actively opposed the policies until 1978.42
Under these conditions, as they so often protested, they were not likely to invest.
After 1979 the policymakers’ commitment to opening the economy, the fixed
exchange rate, and the sudden surge of available credit convinced the rest of the
private sector that the time had come to stop resisting and to join in.4* By then, the
model of success and style of competition for firms had been set by the “new,
modern entrepreneurs.” Many who followed in their path came to grief.

Business-State Networks under Pragmatic Neoliberalism, 1983-88 In the
final analysis, among other factors, Chile’s economy did not prosper under a
highly autonomous state that was coupled with a small cohesive group of
inexperienced ideological technocrats drawn from civil society with a narrow
network of contacts to the executives of conglomerates to which they were linked.
In 1984 Chile’s economy began to recover under a much more flexible approach to
the construction of a liberal economy, dubbed “pragmatic neoliberalism” by
Chileans. Policymakers in the financial institutions still preferred neutral policy
instruments. But they acknowledged that the state also had a duty to intervene in
markets, particularly to stabilize prices and boost domestic production, albeit with
the most market-friendly instruments available. Thus, the government controlled
financial markets more and insured that real exchange rates remained high, interest
rates were reasonable, agricultural and mining activities were protected by price
floors, and manufacturers received protection from unfair external competition as
well as incentives to export.** Yet price supports and other sectoral policies were
set at levels that provided a minimum of protection to keep businesses from
succumbing to predatory international competition. Thus, Chile’s basically liberal
economy sets relatively high performance standards for industry.

State structure remained virtually unchanged during this policy period. Pinochet
retained his system of one man rule, and the hierarchy of ministries and their
authority essentially persisted. Thus, this second policy period suggests that a
different system of interaction between capitalists and policymakers can have a
positive impact on investment and economic growth in a developing, liberal
economy.*’

On the state side, the system of interaction now featured a mixture of
experienced, well-trained career bureaucrats in financial agencies which still stood
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at the apex of the hierarchy of economic bureaus. Between 1984 and 1985 some
businessmen occupied the top positions in the financial and economic ministries.
The available evidence suggests that Pinochet appointed them to recover the loyalty
of business elites and to keep an industrial fraction from joining the moderate
opposition. However, after Chile’s economy and political upheaval stabilized in
1985, the top economic policymakers of those principal agencies were almost
exclusively drawn from the ranks of experienced, technocratic, flexible civil
service officers. As in the previous policy period, they set general policy
guidelines, which continued to emphasize economic liberalism. Beneath them,
however, prominent businessmen headed the sectoral ministries—industry and
commerce, agriculture, mining, and public works.#¢ They were motivated by a
mixture of international and domestic market oriented economic interests.*” Thus,
it was unlikely that they would consider policy proposals that zealously pursued
one activity to the exclusion of others. Moreover, these ministers were not as
closely linked to specific conglomerates as their predecessors in the previous policy
period.

The ministers maintained fluid channels of communication with cohesive and
highly representative business peak associations at two levels. First, the umbrella
organization of large-scale business associations (the Confederation for Production
and Commerce, CPC) routinely discussed exchange rate, interest rate, and general
monetary policy with the minister of finance and the central bankers.*® Second,
sector-specific peak associations participated in the formulation and implementa-
tion stages of the policy process in close contact with the ministries in charge of
their sector.4® At both the general and sector-specific level, then, the public and
private sectors for the most part negotiated on the basis of technical criteria rather
than personal favors, clientelism, or political threats.

Other studies have analyzed how this system of intermediation arose during the
crisis of the military regime in 1983-84, when mass mobilization and economic
depression threatened the stability of Pinochet’s rule.>® The point here is to show
that the existence of the CPC, an encompassing peak association of sectoral
business organizations, was important in forging a policy alternative to radical
neoliberalism. After it had done so, the military regime entered into a system of
negotiation with the CPC and the sectoral organizations over the proposed policies.

During the 1982-83 economic crisis, with the collapse of the previous economic
model, the leadership of the CPC sponsored a series of meetings to formulate an
alternative policy package to counter the radical Chicago boys. This leadership
consisted of the presidents of the six sectoral business organizations. Their
organizations effectively represented the interests of Chile’s large-scale business-
men. In charge of their directorships were the top managers and agents of Chile’s
largest corporations, many of them linked to important conglomerates.
Surmounting sectoral differences, they hammered out a consensus over a national
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economic policy that would stimulate investment and economic recovery. It
included a commitment to an open market economy, high real exchange rates, and
low interest rates to stimulate exports and domestic production. They also
advocated countrycyclical deficit spending to stimulate the economy, as well as
some specific sectoral policies that fit within the framework of the general policy.5!
Under the leadership of Modesto Collados, president of the construction chamber
and later finance minister, each sectoral business organization put together detailed
plans for policies that would stimulate investment over a three year period.>?

Thus, once the military government sacked the Chicago boys, the new ministers
and their economic teams worked hard to correct previous policy errors. However,
they worked closely with the CPC and the sectoral peak associations on the basis of
their plan for economic recovery, which moderated but did not overturn the radical
neoliberal approach. All of their proposals departed only moderately from
orthodoxy in ways the business community felt would stimulate investment and
production. During this period, the CPC’s main role was to keep the policy
consensus among the sectoral organizations from disintegrating, to make sure that
sectoral interests did not act against the general outline of market transformation.
Unity was important because major lobbying initiatives had to be conducted in the
name of the CPC, not individual sector organizations. Otherwise, technocratic
policymakers dismissed them on the basis that narrow, selfish sectoral interests
were attempting to undermine the general good. After the CPC negotiated major
points on the agenda with policymakers, the sectoral associations worked closely
with their respective ministries to hammer out detailed policies, as with draw-back
rules for industry, housing projects for construction, and price floors for agriculture
and mining. This approach presupposed a high technical capacity among the
sectoral associations. They had to justify their petitions with detailed economic
modeling of their proposals and the expected impact on investment and
production.>?

This new system of interaction between policymakers and business elites
contributed to the adoption of policy instruments that facilitated economic recovery
after the 198283 debacle. Without the benefit of international liquidity and despite
the need to repay external obligations, overall investment rose steadily from 17
percent of GDP in 1986 to 20 percent in 1988. After a reflationary surge of public
investment to 49 percent of total investment in 1986, it declined to 34 percent in
1989, the last year of the military government, and 32 percent in 1990, the first
year of the democratic government. Industrial production indexes rose to higher
levels at a higher rate than from 1975 to 1982. By 1986 the general index already
exceeded the level of 1981, the best year of the previous period. By 1989 it was
thirty-six points higher than in 1981. During a period of low international inflation,
exports surged significantly more than before. Agricultural and sea product exports
expanded by 100 million to 150 million dollars each year. Industrial exports rose
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by two-thirds from their peak in 1980.3¢ These exports were strongly tied to
agribusiness and timber.

These figures underscore the fact that much of the post-1983 investment was in
productive enterprises in agriculture (packing companies) and industry and was
oriented toward both international and domestic markets (timber, fishing,
manufacturing, communications). The financial sector recovered its health but no
longer overshadowed other activities. A substantial portion of foreign investment
went to joint ventures with the holding companies of Chile’s largest and best
established surviving conglomerates, particularly in timber, agriculture, and fishing
ventures.>> All of these factors strengthened Chile’s robust economic expansion at
an average GDP growth rate of about 8 percent to 1988.%¢

The private sector’s participation in the policy process contributed to the
emergence of investment-enhancing policies. Not only was the policy design
“correct,” but business inclusion in the policymaking process also increased
confidence that the proposed policies would actually work. Close interaction with
government officials then buoyed its trust in the nation’s economic future.
Interview data suggest that these two conditions gave it the confidence it required
to commit its resources in productive investment. The president of the CPC during
this period provided a representative statement, repeated many times by others.
“Hammering out a consensus within the CPC was a difficult process. But once
completed, we knew that these policies would stimulate production, not the
financial speculation of the past. Once the authorities began to listen to us, our
hope in the future rekindled. Although we don’t get everything we want, we can
trust the rules of the game that emerge. As long as they remain stable, they
encourage us to invest.”>’

Business-State Networks in Democratic Chile, 1990-1994 The center-left
democratic opposition bloc that took over the government in March 1990, the
Concertacion de Partidos por la Democracia, had long pledged its commitment to
the development of a liberal economy and society in Chile during the transition to
democracy. It explicitly promised not to tamper with the general economic
model —pragmatic liberalism—developed during the last years of the dictator-
ship.®® Yet, since it had been the opposition during the dictatorship, the
Concertacion faced the problem of convincing investors that it was sincere. Its
problem was how to maintain investor confidence and avoid an antagonistic
relationship with businessmen.>°

Its solution was to establish a system of close interaction—consultation — with
the business peak associations whenever the new administration wished to
introduce changes in the pragmatic neoliberal model as established under Pinochet.
This approach fundamentally applied to tax and labor code legislation that the
administration of Patricio Aylwin wanted to pass in the interests of making
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economic growth compatible with more social equity. But it also included
discussions of more sector-specific problems as they arose.®® This system was
integral to the Concertacion’s “‘consensus” politics.

Although the system of interaction was not institutionalized, top policymakers
regularly consulted and negotiated with the leadership of business peak associations
on major economic policy issues from the policy formulation stage on down. As
previously seen, the main agenda had already been set with the participation of
business elites under Pinochet. The new authorities had taken it upon themselves to
set an agenda for changes at the margin. Taxation and labor code policies were
among some of the major initiatives on the table and thus subjects for consultation
with business leaders.

The Aylwin administration proposed legislation for a tax on corporate earnings
and increases in the value added tax (VAT) in order to fund greater spending on
social programs. It was widely believed that the private sector would resist the
measure and find it to be a disincentive to investment. To overcome these
difficulties, top policymakers of the ministry of finance consulted closely with the
CPC as well as with the major conservative party in congress, Renovacion
Nacional (RN), in the policy formulation stage. The government primarily sought
ways to assure the business community and RN that proposed taxes would not
harm anyone or be “confiscatory.” The exchange of information revealed that a tax
on profits of between 10 and 15 percent should not dampen investment, given the
high profitability of most Chilean firms. To overcome suspicions over government
use of the revenue, policymakers built in sunset clauses and tied the new revenue
to specific programs. While some businessmen, notably industrialists, remained
unhappy over the measures, the taxes were not so onerous as to induce capitalists
to use their “veto” power.°! Investment and production did not abate.

Reform of the labor code involved a similar, albeit more drawn out, process. The
government wanted to equalize labor-management relations.®? Reform involved
key issues such as job security, collective bargaining, and unionization rights.
From the outset, the labor ministry involved the CPC in the policy process.
Policymakers passed draft legislation to the CPC, then held a series of meetings
with top business leaders to discuss their observations. As a result of these
meetings, the government began to moderate what the business community felt
were excessively prolabor elements of the bill.>* The government compromised
most on collective bargaining and unionization rights.%* It was a bit more
successful with respect to job security measures such as severance pay and
increased protection from dismissal, due partly to the fact that policymakers
possessed detailed impact studies which they shared with business organizations.
These studies showed that such measures would not substantially raise costs for
firms. When conservative think tanks came up with the same projections, the
business community relaxed.®’
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So far we have examined the willingness to compromise that resulted from closer
interaction between policymakers and business elites. What were some of the
characteristics of the top policymakers and the business peak associations that
helped to reduce tensions between business and the Concertacion? Policymakers
changed in some ways from the days of pragmatic neoliberalism under the military
government. The top ranks were no longer composed of a combination of career
bureaucrats and businessmen. Instead, most were highly trained economists from
think tanks linked to the major political parties that formed the opposition bloc.¢
Thus, having businessmen in the cabinet is not absolutely essential for investor
confidence in Chile. However, according to both government officials and business
leaders, a commitment to building a liberal economy and society, along with
technical capability, are crucial. Flexibility in policy stance after feedback on
policy proposals is also important.®’

By the same token, the existence of an encompassing peak business association,
the CPC, facilitated interaction with top policymakers on policy measures that
affected the whole business community. The CPC acted as a filter that allowed only
the most central and crucial points of divergence to emerge for discussion. This
filtering facilitated negotiation and resolution of disputes. The CPC also promoted
consensus within the business community with respect to proposed policy. In the
end, individual sectoral organizations may not have been happy with some of the
results, but none was so disgruntled that it began to disinvest or sought to affect
policy independently. Of course, on sector-specific issues policymakers dealt
directly with the appropriate business organization.

How did the authorities and capitalists participate in the policymaking process?
Top policymakers set the agenda for incremental changes. After their technical
commissions drew up draft legislation, it was circulated to the appropriate peak
association. For each initiative the business organizations formed a technical
commission to study the proposal and make observations. Policymakers and
business leaders then negotiated on the basis of these reports. The exchange of
information on the basis of technical evaluations facilitated accommodation.®8

This arrangement has contributed to impressive economic results. Investment,
reported at 25 percent of GDP in 1992, continued to flow into the country, and the
economy has enjoyed sustained high production rates and export figures,
contributing to high aggregate growth figures of around 7 percent per year since
1986.%° As for 1984-89, interview data with business leaders suggest that the
system of interaction between business and policymakers instilled enough
confidence in the private sector to invest. Easy access to the executive branch, its
flexible attitude, and a commitment on the part of the Concertacion to do what was
necessary for growth with low inflation bolstered trust among capitalists that the
Concertacion indeed intended to keep its promise to adhere to the main tenets of
pragmatic neoliberalism. In virtually every interview business leaders acknowl-
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edged that this system allowed them to alter proposed legislation in ways that
favored their interests.”

This finding is especially significant because the relationship between business
and the Concertacion is not harmonious. For capitalists, policymakers are part of a
political bloc tied to a “statist” past who have to prove their capacity to maintain a
good business climate. Business leaders are on their guard, ready to challenge
deviance and defend the gains made during the dictatorship. In public debates it
sometimes seems that the relationship is highly conflictual.”! However,
interviewees were careful to point out that underneath the occasionally belligerent
public stance private negotiation with the authorities was fruitful. They
complemented the policymakers’ technical capacity and their ability to learn from
the interaction how to design effective policy instruments. In short, they began to
trust in the Concertacion’s readiness to compromise, perhaps not on all issues, but
on enough to keep business from rebelling and engaging in investment strikes.

For policymakers, interaction with business was also seen as crucial to calming
the fears of investors. Through reiteration of the negotiation process—consensus
politics—they hoped to prove to capitalists that they were technically capable of
running an economy and of compromising with the private sector in the interests of
maintaining a good business climate. They wanted to prove that democracy, and
the Concertacion in particular, did not pose a threat to them. No one’s fundamental
interests would be gored.

Conclusion

Much of the initial impetus for the study of the interaction between state officials
and businessmen arose from analyses of the East Asian developmental states,
especially Korea and Taiwan. There, analysts found states that played an important
role in shaping the economy, carried out aggressive industrial policies, and in some
cases favored public enterprise. Why were these states successful when
developmental states in Latin America and elsewhere seemed to have failed?
Analysts interested in showing that the state has an important part to play in
economic development, beyond an arms-length role in setting the general rules of
the game, set out to explain this puzzle. They hoped to show that bureaucracy was
not inherently bumbling. With the right characteristics it could be devastatingly
effective.”?

As a result of this interest, analysts have begun to focus on the characteristics of
bureaucracy that encourage effective policymaking and discourage collusion.
These studies emphasize the formation of elite, meritocratic, professional career
civil servants. Bureaucrats must also be careful to attach performance criteria along
with subsidies to industry. These characteristics should promote efficiency.”?
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Aside from these characteristics, the same studies noted that close interaction
between bureaucrats and capitalists was also a key component of the successful
developmental state.”* Bureaucrats should be highly autonomous from pressure
groups in order to formulate industrial policy but not isolated from contact with the
nation’s largest conglomerates or encompassing intersectoral business associations.
Contact with multisectoral conglomerates provided a window into policy design
that cut across economic sectors. It also furnished potential allies in policy
implementation, firms with investment capacity that can shift resources more easily
than companies dependent on the health of a single economic sector.

The prescription for Latin America, however, has been to dismantle the
developmental state, to forge liberal states with minimal involvement in the
economy. At most, fiscal and monetary policy should be used to send general
signals to private economic agents, who then take such action as they see fit. But
industrial policy is to be avoided. Even the World Bank in recent years, however,
began to realize that a minimalist, night watchman state needs to be an effective
state. As a result, it has begun a campaign to promote an effective bureaucracy.
The principle prescription is a meritocratic, technocratic career civil service.” But
not much attention has been paid to the interaction between the state and capitalists
in the liberal economies of developing nations. It is generally assumed that the state
and the private sector each have their own spheres of activity; the less interaction
between the two, the better.

The evidence presented here calls such assumptions into question. Chile is
widely perceived as a model of neoliberal economic restructuring, yet the form of
interaction between capitalists and policymakers clearly mattered for policy design,
investment, and production. Chile suggests that liberal developing economies also
require a state characterized by embedded autonomy. Of course, some of the
specific features of embedded autonomy in liberal states will differ from those of
developmental states.

Chile suggests at least two differences with East Asia. Because Chile has taken
a liberal path to economic development, as opposed to one that requires more direct
state intervention in the economy, some of the requirements for efficient
bureaucracy in East Asia may not be strictly necessary. The successes of the latter
are partially attributed to the formation of an insulated, meritocratic career civil
service. In Chile, however, most of the top policymakers were political appointees,
members of the parties of the governing coalition. Nevertheless, a deeper set of
common factors emerges: intense professionalism and technocratic expertise. In
Chile top economic policymakers had advanced academic degrees from elite,
foreign universities. Their training and leadership functions in academically styled
think tanks linked to political parties are the well-springs of their stance.

Moreover, Chile reveals something that is not discussed in the literature on East
Asia but was crucial to the “success” of interaction between business and the state.

315

This content downloaded from 130.15.241.167 on Tue, 12 Jan 2016 00:52:40 UTC
All use subject to JSTOR Terms and Conditions



http://www.jstor.org/page/info/about/policies/terms.jsp

Comparative Politics April 1996

The business community “learned” how to negotiate with technocratic
policymakers. One reason why government officials tended to ignore organized
business in the first years of the military government was because sectoral peak
associations attempted to lobby in the same way they had in the precoup period.
Thus, technically relatively unsophisticated peak associations were perceived to be
defending parochial interests in ignorance of their wider economic consequences.
During the dictatorship, however, business organizations developed their own
technical expertise by expanding their research departments and learning to speak a
common technical language with professional, technocratic policymakers.

Finally, Chile suggests that negotiation with encompassing peak associations
functions better in liberal economies than dealings with multisectoral conglomer-
ates, as was the case in Korea. If the state is not directing the flow of investment,
it appears that reliance on a few conglomerates sparks intense interbusiness
competition which can lead to reduced investment . In liberal economies business
sectors on the “outs” tend to withhold investment as they struggle for survival.
Such withholding may be part of the investment problem in production in
Argentina and Mexico. Both countries have managed to stabilize their economies,
but on the basis of short-term financial flows. Both countries are still exhorting
their private sectors to invest in production, but with little result. In both countries
the available data reveal that policymakers have mainly interacted with the
leadership of a few carefully selected conglomerates.
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